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10-3 Duggins Vpttarinaiy Supplies can issue }n:r]jctual preferred stuck at a price of $50 m 
share with an annual dividend of $4-50 a share* Ignoring flotation costs, what h the 
company's cost of preferred stock, r fW ? 

r P s= Dividend /Net Proceed = (4.5/50) * 100 = 9% 

10-4 litirnwood Tech plans to issue some $60 par preferred stock with a 6% dividend, A 
similar stock is selling on the market for $70, Hurmvuod must pay flotation costs of 
5% of the isstic price. What is the cost nf the preferred stock? 

Dividend = 60* 0.06 = 3.6 
Net Proceed = 70 * 0.95 

Cost of Preferred Stock = (3.6/66.5) * 100 = 5.41% 

10-5 Summerdahl Resort's common stock is currently trading at $36 a share- "I he stock is 
expected to pay a dividend of Si ,00 a share at the end of the year (Di = $3.00) s and 
the dividend is expected to grow at a constant rate of 5% a year. What is its cost of 
common equity? 

D 1= 3.00 g=5% 
Cost of common Stock (Rs) = ((3/36) * 100 ) + 5 = 8.33 + 5 = 13.33% 

10-6 Booher Book Stares bis .1 I una of 0,8, *11ie yit:lil on a 3-monih TVbiU IS 4% and the 
yield cin a 1 0-year T-horul is 6%, The market risk premium is 5.5%, and the return 
on an avt r LLif stack in iht- market last year was 15%, Y\ Inn is die estimated cost of 
common equity using the CAPAl? 

Cost of Common Equity = 6% + 5.5 * .8 = 10.4% 

10-7 Shi Importer's balance sheet shows $300 million in debt, $50 million in preferred 
stock, and $250 million in total common equity. Shi's tax rate is 40%, ra - 6%, r |ls = 
5.8%, and r s - 12%. If Shi has a target capital structure of 30% deb|, 5% preferred 
stock f and 65% common stock, what is its WAOC? 

WACC = 30 * 6% * (1-40%) + 5% * 5.8% + 65% * 12% = 9.17% 

10-8 David Ortiz Motors has a target capital structure of 40% debt and 60% equity. The 
yield to maturity on the company T s outstanding Iwnds is 9%, and the company's tax 
rate is 40%. Ortiz's CK.) has eatcuhitci] ilie company *s YVA< XI as 9-96%. What is 
i he company's cost of equity capital? 

9.96% = 40% * 9% * (1 - 40%) + 60% * Cost of Equity 
Cost of Equity = 0.078 / 0.6 = 13% 
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10-10 TTie earnings, dividends, and stock price of Shelby Inc. are expected m s*row :it 7% per 
year in the future. Shelby's common stock sells tor S2 3 per share, its last dividend was 
S2 -fH)„ and the company will pay a dividend of $2.14 tu ihe end of die current year, 

a. Usinjj the disco Lin ted cash flow approach, what is its cost of equity? 

b. If the firm's beta is 1 J% the* risk-fiLL rate is ( / l X>, and the expected return on die in: 
is 13%, then what would be the lii m*s cost i>i equity based on the CAPM approach? 

c. If the firnn*s bonds e^irn a return ot l2%-» then what would be your estimate of r\ 
usi n g t he over-o w n - bo i id -yield -p I us- j ti d p i n e 1 1 tsa I -r i s k - p re i n i u ill a ppi t kic h ? 
{Mint: L"se the midpoint of the risk premium ningi^.) 

d* Cha the basis of the results of parts a through c s what w ould be your estimate of 
Shelby^s cost of equity? 

a. D 0= 2.00 D 1= 2.14 
Cost of Equity = (2.14/23) + 7% = 16.3% 

b. Beta = 1.60 RFR = 9% Rm = 13% 
Cost of Equity = 9% + (13% - 9%) * 1.6 = 15.4% 

c. r s= 12% + (13% - 9%) = 16% 

d. The cost of equity should be estimated to be about 15.9 percent, which is the average of the three methods. 

10-11 Radon Homes' current l\PS is It was S4,42 five years ago* The company pays 

out 40% of its earnings as dividends, and the stock sells for S3 6- 



a. Calculate the hi^iorieal growth nue in earnings. (/ fhit: 'J 'his is a 5-year growth period.) 
h. leu hue Lhc next expected dividend per sli;irc\ {Hint: l"> t | = 0.4(Sn-5O) « 

52.6(h) Assume thfit the past growth rate will continue- 
c. YYliat is Radon 1 Ionics* cost of equity, r*? 

a. $6.50 = $4.42(l+g)s 

g = 8% 

b. Dl = D0(l + g) = $2.60(1.08) = $2.81 

c. rs = D1/P0 + g = $2.81/$36.00 + 8% = 15.81% 

10-12 Spencer Supplies' -stock is currently selling for $60 a share. "I'he linn ts expected to 

earn S.S.40 per share this, year and [o p.jy ye .ir- end dn uleiul of $1.60* 

a. If investors require a 9% return, what rate of growth must be expected lor 
Spencer? I 

b. If Spencer reinvests earnings in projects with average rcturns equal to the 
stock \ expected r.ite of return „ then what will Ik_- next yearns KPS? 
ilfiur: g - ROE x Retention ratio.) 

a- r s= D1/P0 +g 0.09 = 3.6/60 + g 

g = 3% 

b. Retained earnings = EPS - Dividence = 5.4 - 3.6 = 1.8 

Next year's EPS = Current Year EPS + Increase in Retained earning = 5.4 + 1.8 * 9% = $5,562 
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10-13 Alesstnan .Miimiiiicturiivg will issue common mikL En the public for $10. 'Hie ex- 
pected dividend iind (he growth in dividend-* lux S3 ,00 per sh-ire and S% t respec- 
tively* If die flotation cost is 10% of the issue** grot* proceeds^ what is the cost ol 

external equity* r v ? 



Cost of Equity = 3/(30*. 9) + 5% = 16.11% 



10-14 Supj-iosc a company will issue new 20~ycar debt u ith a par value of Si and a cou- 

j>ori rate of paid annually^ The tax rate is 40%. If the Homiion eo*t is 2% of die 

issue proceeds, then what is the after-tax cost of delur Disregard the tax shield from 
the amortization ol' flotation costs. 



We need to calcuate the interset of the dedt 

PV = 1000 * 0.98 = $980 Coupon = 1000 * .9 = $90 

980= 90 + 90 + + 90 + 1000 

(1+r) 1 (1+r) 2 (1+r) 20 (1+r) 20 



The Cost of Debt after Tax = (1-40%) * r 
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